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1. Arizona-American Water Company (“Arizona-American” or the “Company”)

hereby applies in accordance with A.R.S. § 40-250 and the Commission’s Rule R 14-2-103 for a
rate increase for its Sun City Water District. Sun City Water is a Class A Water Utility.

2. Arizona-American seeks a rate increase of 29.53 percent for our Sun City Water
District customers. The increase is needed to recover certain Commission-approved deferred
items, increases in plant in service since the last test year (2001), increases in operating and
maintenance expenses, again, since 2001, and increases to the Company’s cost of capital. The
increase in residential rates is 29.01%. The average existing residential bill for a 5/8 inch by 3/4-
inch meter is $13.91. Even after the rate increase, water rates in Sun City District will remain
among the lowest in the state.

3. This Application is supported by the testimony and exhibits of four witnesses:

a. Thomas M. Broderick. Mr. Broderick is the Manager, Rates &

Regulatory Affairs for American Water, Western Region. He manages water and
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wastewater rate cases in Arizona, New Mexico, and Texas, and has overall responsibility
for interactions with the Arizona Corporation Commission.

Mr. Broderick first summarizes Arizona-American’s 29.53% rate increase request
in this case.

Mr. Broderick next discusses the rate (“Public Safety”) surcharge proposal for the
fire-flow improvement projects described in the testimony of Arizona-American witness
Mr. Brian Biesemeyer, for which Commission pre-approval is needed. He also sponsors
the request to recover certain capitalized expenses, which were previously incurred
pursuant to Commission Decision No. 67093 to study fire flow projects in Sun City. This
is shown in line 6 of income adjustment JMR-10 and in test year actual deferred debits.
He proposes a deadline for filing the next Sun City Water rate case of May 31, 2011, so
that the fire-flow surcharge can cease (or at least be reduced) and the fire-flow plant
completed to-date can be permanently placed in rate base.

Mr. Broderick next discusses an alternative low-income program for Sun City.
This would replace the program approved in Decision No. 67093, which was never
implemented.

Mr. Broderick next discusses line 10 of income adjustment JMR-10 and rate base
adjustments TMB-5 and TMB-6 for amortizations of imputed contributions and
advances, per an earlier Commission Order.

Mr. Broderick next discusses rate case expense ($150,000 request) and sponsors
income adjustment TMB-11. He next discusses line 14 of income adjustment JMR-9 —a
23.5% property tax assessment ratio for 2008, per state law established in H.B 2779. He
then updates the Commission on the status of the Groundwater Savings Program.
Finally, he notes that rate base adjustment JMR-7 fully removes the Citizens acquisition

adjustment otherwise allocated to Sun City.
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b. Joel M. Reiker. Mr. Reiker is a Senior Regulatory Analyst with

American Water, where he is responsible for the preparation of regulatory filings for its
Western Region subsidiaries.

Mr. Reiker calculates Arizona-American’s original cost rate base (“OCRB”) by
establishing the balance of utility plant in service (“UPIS”) at the end of the test year,
December 2006, per the Company’s books. These balances include amounts related to
portions of the Company’s Arizona, Central, and Eastern corporate offices. Typical rate
base deductions (accumulated depreciation, advances, etc.) and additions (working
capital, etc.) were then calculated to arrive at the actual end-of-test-year rate base.
Finally, Mr. Reiker supports Rate Base Adjustments JMR-1 through JMR-4, which
reduce net plant by $321,931to the actual end-of-test-year rate base to arrive at the
adjusted end-of-test-year rate base of $25,961,898.

Mr. Reiker determines that total billed revenues at present rates for the test year
were $7,583,627.65, compared to total per-book adjusted revenues of $7,578,436.37.
The unreconciled difference of $5,191 amounts to 0.0685% of per-book adjusted
revenues.

Mr. Reiker then sponsors income statement adjustments JMR-1 through JMR-4,
JMR-7 through JMR-10, and JMR-14.

Mr. Reiker next presents the Company’s rate design proposal.

Mr. Reiker testifies that the Company’s proposed capital structure consists of
57.60 percent debt and 42.40 percent equity. This is the ratemaking capital structure
expected to exist after the Company’s $25 million September-2014 series note is called
later this year.

Mr. Reiker supports a 5.56 percent cost of debt, which reflects the weighted
average cost of Arizona-American’s notes and bonds as of December 2006, adjusted to

reflect the refinancing of the $25 million September-2014 series note with one new $10
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million note and an additional $6.45 million in long-term debt at an expected effective
cost of 5.84 percent.

Finally, Mr. Reiker testifies that, based on its capital structure, the appropriate
return on equity for Arizona-American is 11.3%. This is based on the application of both
the single-stage and multi-stage discounted cash flow models, and the Capital Asset
Pricing Model—appropriately adjusted to compensate equity investors for the risk
associated with Arizona-American’s financial leverage.

c. Linda J. Gutowski. Ms. Gutowski is a Senior Rate Analyst for Arizona-

American Water Company, where she prepares regulatory filings for Arizona-American
and Texas-American Water. Ms. Gutowski first discusses how Arizona-American
developed its income statement for Sun City Water. She then addresses the following

income statement adjustments.

ADJ Description of Adjustment

LJG-5 Adjust Other Revenue and Expenses to Reflect 365 Test Year Days

LIG-6 Remove Other Income & Deductions

LJG-12 | Normalize Test Year Labor Expense

LJG-13 | Normalize Fuel & Power Expense

LJG-15 | Normalize Group Insurance Expense

LJG-16 | Adjust Pension Expense to Reflect Labor Expense at District Level

LJG-17 | Adjust 401k Expense to Reflect Adjusted Labor Expense

LJG-18 | Adjust Payroll Taxes to Reflect Adjusted Labor Expense

Adjust Corporate Miscellaneous Expense to Exclude Payments from
LJG-19
Del Webb

LJG-20 | Adjust for Line 21 Miscellaneous Expense Clean Up

LJG-21 | Adjust General Office Expense for Write-Off of STEP Project

LJG-22 | Adjust Rents of Real Property for Rents in Other Districts

Adjust for Groundwater Savings Revenues and Expenses (Balancing
LJG-23
Account)

d. Brian K. Biesemeyer. Mr. Biesemeyer is a Professional Engineer and

serves as Arizona-American’s General Manager, Central Operations. In that position, he
is responsible for customer service, water treatment, water distribution, wastewater

collection, and wastewater treatment operations serving over 110,000 customers in the
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northwest portions of the Phoenix metro area, including the Company’s Sun City Water
District.

Mr. Biesemeyer first provides an overview of the Sun City Water District.

Mr. Biesemeyer next discusses the Youngtown/Sun City Fire Flow Task Force
(“Task Force™). Individual and organizational representatives are from both Sun City and
Youngtown including the Sun City Taxpayers Association, the Sun City Homeowners
Association, the Recreation Centers of Sun City, the Sun City Condominium Association,
the Sun City Fire Department, the City of Surprise Fire Department, Youngtown Baptist
Village, and Town of Youngtown. The Task Force endorsed a Four Year Plan - a $3.1
million (2004 dollars) capital-improvement program. The Four Year Plan includes main
replacements to improve fire flows and new fire hydrants to provide sufficient access to
the water distribution system for fire protection. The Four Year Plan is designed to
improve those areas with the least fire flow first, with residential areas taking priority
over commercial. Overall, ten distinct improvement projects were identified and
included 44,133 feet of new main and 195 new fire hydrants throughout the Sun City
District. At the time of the study, the rate impact of the Four-Year Plan was estimated to
be a 6.2% increase, using 2004 dollars. The Task Force considered this rate impact, but
still unanimously endorsed the Four-Year Plan.

Mr. Biesemeyer testifies that, even before the final Task Force meeting in 2005,
Arizona-American removed some unnecessary pressure reducing valves connecting the
Youngtown distribution area to the main portion of the Sun City water system. This
improvement allowed higher pressure and improved flows in Youngtown and enabled the
Company to evaluate the systems fire-flow capabilities more precisely.

Mr. Biesemeyer testifies further that, while the Company supports the findings of
the Task Force and would like to proceed with these improvements, no regulatory
mandate exists for such an investment program. There still appears to be widespread

public support for the fire-flow improvements.




Finally, Mr. Biesemeyer discusses the White Tanks Regional Water Treatment
Facility. This Facility is designed to provide treated water to Arizona-American’s Agua
Fria District and will not furnish water to the Sun City Water District. The Sun City
District and the Agua Fria Districts are geographically distinct and separate and no
interconnection exists between the two.

4. Required Schedules. The second binder included with this application contains

the required schedules for Sun City Water.

5. Requested Relief. Arizona-American Water Company asks that the Commission

issue an order consistent with the requests set forth in this Application, as more fully set forth in
the accompanying testimony, exhibits, and schedules.

Respectfully submitted on April 2, 2007, by:

Craig Al Marks

Craig A. Marks, PLC

3420 E. Shea Blvd

Suite 200

Phoenix, Arizona 85028

(602) 953-5260

Craig. Marks@azbar.org

Attorney for Arizona-American Water Company
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EXECUTIVE SUMMARY

In his direct testimony Thomas M. Broderick testifies as follows:

Mr. Broderick first summarizes Arizona-American’s 29.53% rate increase request in this rate
case.

Mr. Broderick discusses the rate (“Public Safety”) surcharge proposal for the fire-flow
improvement projects described in the testimony of Arizona-American witness Mr. Brian
Biesemeyer, for which Commission pre-approval is needed. He also sponsors the request to
recover certain capitalized expenses, which were previously incurred pursuant to Commission
Decision No. 67093 to study fire flow projects in Sun City. This is shown in line 6 of income
adjustment JMR-10 and in test year actual deferred debits. He proposes a deadline for filing the
next Sun City Water rate case of May 31, 2011, so that the fire-flow surcharge can cease (or at
least be reduced) and the fire flow plant completed to-date can be permanently placed in rate
base.

Mr. Broderick discusses an alternative low-income program for Sun City. This would replace
the program approved in Decision No. 67093, which was never implemented.

Mr. Broderick next discusses line 10 of income adjustment JMR-10 and rate base adjustments
TMB-5 and TMB-6 for amortizations of imputed contributions and advances, per an earlier
Commission Order.

Mr. Broderick next discusses rate case expense ($150,000 request) and sponsors income
adjustment TMB-11. He next discusses line 14 of income adjustment JMR-9 —a 23.5% property
tax assessment ratio for 2008, per state law established in H.B 2779. He then updates the
Commission on the status of the Groundwater Savings Program. Finally, he notes that rate base
adjustment JMR-7 fully removes the Citizens acquisition adjustment otherwise allocated to Sun
City.
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I

Q.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE
NUMBER.

My name is Thomas M. Broderick. My business address is 19820 N. 7™ Street, Suite
201, Phoenix, Arizona 85024, and my business phone is 623-445-2420.

IN WHAT CAPACITY AND BY WHOM ARE YOU EMPLOYED?
I am Manager, Rates & Regulatory Affairs for American Water, Western Region.
Arizona-American Water Company (“Arizona-American” or the “Company”) is a

wholly-owned subsidiary of American Water.

PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR THE
COMPANY.

I manage water and wastewater rate cases in Arizona and Texas including overall
responsibility for interactions with the Arizona Corporation Commission (“Commission”)

and I co-manage community relations in Arizona.

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND
EDUCATION.

For more than 20 years before joining the Company in 2004, I held various management
positions in the electric-utility industry with responsibilities for regulatory and
government affairs, corporate economics, planning, load forecasting, finance and
budgeting with Arizona Public Service Company, PG&E National Energy Group and
Energy Services, and the United States Agency for International Development. I was
employed at APS for nearly 14 years as Supervisor, Regulatory Affairs, then Supervisor,
Forecasting, and then Manager, Planning. [ was designated APS’ Chief Economist in the
early 1990’s. For PG&E National Energy Group, I was Director, Western Region -

External Relations. For USAID, I was Senior Energy Advisor to Ukraine.
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I have a Masters Degree in Economics from the University of Wisconsin — Madison and

a Bachelors Degree in Economics from Arizona State University.

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

Yes, on many occasions.

PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

Please refer to the Executive Summary, which precedes my direct testimony.

APPLICATION

WHAT IS ARIZONA-AMERICAN’S RATE INCREASE REQUEST?
Arizona-American seeks a rate increase of 29.53 percent for our Sun City Water District
customers. The increase is needed to recover certain Commission-approved deferred
items, increases in plant in service since the last test year (2001), increases in operating
and maintenance expenses, again, since 2001, and increases to the Company’s cost of

capital.

The increase in residential rates is 29.01%. The average existing residential bill for the
5/8 inch by % inch meter is$13.91. Even after the rate increase, water rates in Sun City

District will remain among the lowest in the state.

To support its case, Arizona-American also submits the testimony of Brian Biesemeyer,
our general manager for Sun City, and senior rate analysts Joel Reiker and Linda

Gutowski.

PLEASE DESCRIBE SOME OF THE ECONOMIC AND DEMOGRAPHIC
CHARACTERISTICS OF THE SUN CITY WATER DISTRICT.
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A.

The Sun City Water District is essentially built-out with little or no new customer growth
anticipated. According to 2000 U.S. Census data contained in a report ASU prepared for
Arizona-American, 74.5 percent of Sun City District’s residents were 65 years of age or
older. Sun City’s mean household income was $41,293 or 79% of the statewide
household average of $52,565. According to ASU, the cost of 5,000 gallons of water per
month at Arizona-American’s existing Sun City water tariff requires only 0.3 percent of
the mean Sun City household income. This is a low burden for the mean household and
is due to the fact that Arizona-American’s existing water tariffs for Sun City are the

lowest of any of the Arizona districts we serve and among the very lowest in Arizona.

On the other hand, a significant percentage of elderly Sun City District residents have
household income well below the mean and for which the share of income necessary to
pay water bills is much greater. Various federal agencies have established that water bills
requiring less than 2.5% of the share of household income are affordable. And while the
water rates proposed by Arizona-American do not result in exceeding this threshold for a
range of low incomes, we are suggesting that a low-income program could be
appropriate. I ask that the parties in this case indicate in their initial testimony whether
they support a low-income program. If there is support for such a program, Arizona-

American will submit a detailed program as part of its rebuttal case.

DOESN’T ARIZONA-AMERICAN ALSO HAVE A SUN CITY WASTEWATER
RATE CASE PENDING?

Yes, with a hearing scheduled for August 23, 2007. We held off filing this new water
rate case to keep rates lower for longer. We also needed to evaluate the Commission’s
decision in the Paradise Valley rate case — which we now have - concerning fire-flow

improvements, in order that the Sun City request would be consistent with that precedent.
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v
Q.

SURCHARGE FOR FIRE FLOW PROJECTS

WHAT IS ARIZONA-AMERICAN’S PROPOSAL TO IMPROVE FIRE FLOWS
IN SUN CITY WATER DISTRICT?

Arizona-American asks that the Commission pre-approve certain fire flow improvement
projects and also approve an associated rate surcharge mechanism to recover these capital
costs. These fire-flow improvement projects are described in the testimony of Arizona-
American witness Brian Biesemeyer. His testimony supports a multi-year, phased
construction schedule, which he proposes to start in 2009 and continue to at least until

2012.

It is my intention for this project to be transparent to Sun City District customers with
respect to project timing, future costs and future rates so that customers can continue to
evaluate their preferences regarding this project and communicate to the Commission
during the conduct of this case. The actual associated rate increases will only become
known as each phase of the project’s construction is completed and actual costs are

known.

IS YOUR RATE PROPOSAL IDENTICAL TO THE FIRE FLOW PRECEDENT
FOR PARADISE VALLEY?

No. Arizona-American proposes to recover the costs of these projects as revenue
requirement and not as contributions (“CIAC™), because this type of recovery would
cause rates to be higher in the near-term. The Paradise Valley rate case decision created
two new fire-flow surcharges accounted for as contributions in aid of construction. In
Paradise Valley, we will generally be spending the CIAC-generated funds for fire-flow
projects as we receive them. We expect Paradise Valley customers to continue paying
for their projects for nearly five more years under current approved rates, with each

project fully funded shortly after construction is complete.
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1 By contrast, for Sun City we are asking to fund the projects based on a typical revenue-
2 requirements approach. Arizona-American would initially fund the projects and then
3 recovers costs over the life of the assets - up to 40 years. With the longer recovery
4 period, the initial rate impact on customers is much lower in the early years than with the
5 CIAC rate treatment implemented in Paradise Valley. A number of our customers in
6 Paradise Valley District have indicated to us that the CAIC method resulted in too large
7 of arate increase. Furthermore, Sun City Water District already exhibits significant
8 water conservation and, therefore, lacks a basis for a high-block conservation-based
9 surcharge ala Paradise Valley.

10 Q. WHAT SIMILARITIES TO PARADISE VALLEY ARE YOU PROPOSING?

I fA. I propose a “fire flow” rate surcharge mechanism that would be transparent on each

12 customer’s bill. All revenue it generates would be applied to recover revenue

13 requirement related to completed fire flow projects. The surcharge mechanism would

14 begin with a Step-1 filing to be made following the completion of phase 1 of the project
15 and so forth for subsequent phases. There would be up to four total step increases

16 possible until completion of the next Sun City Water District rate case to be filed by May
17 31, 2011. The surcharge would presumably cease following the establishment of new

18 permanent rates in the 2011 rate case (decision anticipated September 2012).

19 Q. WHAT ARE THE MAJOR FEATURES OF THE PROPOSED FIRE-FLOW
20 SURCHARGE MECHANISM?

21 A, The surcharge would operate nearly identically to the Commission established “ACRM”

22 surcharge, except that it would have more step increases and a provision for automatic
23 implementation of a step increase 45 days after filing. During the 45 days, Staff and any
24 intervenors would have the opportunity to file exceptions and if there were no exceptions

25 filed or Arizona-American accepted the exceptions proposed, the step increase would be
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automatically effective without further Commission action. In any event, the intention
would be to implement rates not more than 90 days following filing. For example, 93
days lapsed from filing to effectiveness in the recently approved Paradise Valley ACRM

Step-1 increase.

If this 45-day automatic rate feature is not acceptable to the Commission, the Company
requests approval to record post-in service AFUDC on the associated fire flow plant in
order that Arizona-American is not harmed in the period, if any, until rates can be
implemented. Arizona-American learned during the six-month delay in the Havasu
Water District Step 1 ACRM that general issues (e.g., affordability) can arise subsequent
to the generic approval of a surcharge mechanism, yet prior to the implementation of a

specific step increase.

Q. WHAT IS YOUR ESTIMATE OF THE TIMING AND MAGNITUDE OF THE

SURCHARGE?

A. Exhibit TMB-1 shows the cost and timing of each phase of the fire flow project. These

are based on the costs contained in Mr. Biesemeyer’s schedule, which are in 2004 dollars.
I then escalate the 2004 dollar costs ($3,080,102) to construct these projects forward into
the future (10% annual inflation for 2005 and 2006 and 6% annual inflation assumption
thereafter) and then translate those costs into a rate-surcharge proposal. The associated
surcharge step increases, expressed as a percentage of existing adjusted test year

revenues, arc:

2009 2.1%
2010 2.3%
2011 2.4%
2012 3.6%




°© N ON W

10
11
12
13
14

15
16
17
18
19
20
21

22
23

Docket No. W-01303A-07-
Arizona-American Water Company
Testimony of Thomas M. Broderick
Page 7 of 15

These increases would likely occur in December of each year. Hence, with a rate case
filing deadline of May 31, 2011, the fourth step increase may occur as a base-rate
increase at the end of the project rather than a fourth step increase in December 2012, but

this keeps options open for now.

These increases are larger than those contained in the Task Force report because the
project dollars in that report were expressed in 2004 dollars. With the construction
expected to occur during 2009-2012, we must reflect inflation occurring from 2005 to the

project year.

Q. WHAT HAS ARIZONA-AMERICAN SPENT TO-DATE ON THE SUN CITY
FIRE FLOW PROJECT?

A. We spent and deferred $0.193 million at the time of the task force study to produce the
preliminary design and project priority sequencing. Line 6 on income adjustment JMR-
10 amortizes these expenses over 33 years and the test year amount for deferred debits

already includes this item.

Q. IS THERE AN ENTITY THAT IS WILLING TO FUND SUN CITY FIRE FLOW
IMPROVEMENT PROJECTS AS A CONTRIBUTION?

A, Not to the best of my knowledge. Sun City itself is unincorporated. And while
Youngtown is a municipality, it has indicated it lacks available funds to contribute to this
project. Mr. Brian Biesemeyer testifies that fire hydrants have multiple uses. It is my
understanding that the Gift Clause requires that assets contributed by a municipality to a

private entity must not also have a private use.

Q. WHY CAN’T ARIZONA-AMERICAN JUST WAIT UNTIL THE PROJECTS
ARE COMPLETE AND APPLY FOR THE ASSOCIATED RATE INCREASE?
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A.

Arizona-American’s present financial condition is so difficult that it cannot undertake
any discretionary capital investments in Arizona without immediate rate recovery.
Arizona-American’s equity shareholder, American Water, is supporting Arizona-
American through these difficult times with infusions of equity. American Water made
an equity investment in March 2006 for $35 million and will make another $15 million
investment in the first half of 2007. This will again bring our equity ratio temporarily
above the minimally acceptable 40% target. By now it’s a familiar story, but Arizona-
American has very substantial investment ($125 million) dating back to the late 1990’s,
which is not yet in rate base. Furthermore, very substantial refunds are due to Anthem’s
developer, Pulte Homes, in 2008. This is on top of the arsenic investment requirements
we completed in 2006. We have also done our best to provide our customers and the
Commission with a viable proposal to increase hook-up fees in our Agua Fria Water

District to finance a major surface water treatment facility.

The surcharge mechanism I propose would be implemented 45 days after a filing
containing supporting information upon completion of a phase of construction, whereas a
rate case would take a minimum of 14 months following completion of a phase of
construction. Even if post-test year rate treatment was permitted, we would still wait
more than a year. Furthermore, requiring a rate case for each phase of construction

would tax the resources of Arizona-American, the Commission, and intervenors.

Therefore, if the Commission denies our fire-flow request and does not otherwise provide
pre-approval and an equitable surcharge mechanism, Arizona-American will be unable to
undertake this discretionary fire-flow improvement project, at least not for many more
years. Ata minimum, we would need to wait until the next Anthem rate case is finished

and the Agua Fria Water District surface water treatment plant has been competed, and




Docket No. W-01303A-07-
Arizona-American Water Company
Testimony of Thomas M. Broderick

Page 9 of 15
1 then assess the Company’s financial resources and reevaluate the local demand for the
2 projects.

3 ]Q. WHY DIDN’T ARIZONA-AMERICAN START THESE PROJECTS EARLIER?

4 |A. A number of reasons contributed to Arizona-American not undertaking this project in

5 2006 following the filing of the task force report in mid-2005. First, it was difficult to

6 accurately assess the extent of community awareness and support and communicate.

7 Second, there were already too many expensive projects underway, especially our

8 extensive arsenic-remediation facilities construction. Third, the fire flow project in

9 Paradise Valley proved to be much more complicated from a rates/regulatory approval
10 standpoint than anticipated and that has continued well past the closure of that rate case.
11 Fourth, the City of Bullhead is now urging a similar fire-flow improvement project and
12 so we need t(/>’ be clear on who goes first and why. Fifth, it would have required that this
13 rate case be filed earlier, perhaps as part of the current Sun City Wastewater District rate
14 case.
15 I encourage the Sun City District community to speak directly with the Commission
16 regarding their support for or opposition to the proposed fire flow project in the conduct
17 of this case and we stand ready to assist with this process.

18 Q. ARE THERE ALTERNATIVES TO THE PROPOSED FIRE-FLOW

19 SURCHARGE TO CONSIDER?

20 |[A. Possibly, but hook-up fees are not viable, as there is little or no customer growth in the
21 Sun City District. And while we are not set against a fire-flow surcharge being treated as
22 CIAC, the Commission would have to approve post in-service AFUDC on any project
23 expenses in excess of CAIC and additional community input would be important as the
24 community is expecting the lower rate increases associated with a revenue requirements

25 calculation. It might be possible to slow the four-year construction timeline to allow
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CIAC surcharge proceeds to accumulate over a longer period, but that would delay the

public safety benefits of improving fire flows.

Q. WHY SHOULD THE COMMISSION DEPART FROM TRADITIONAL
RATEMAKING FOR THESE PROJECTS?
A. If the Sun City community broadly supports these projects, then the Commission should

depart from traditional ratemaking

Q. HAS THE COMMISSION PREVIOUSLY APPROVED REQUESTS BY
ARIZONA-AMERICAN FOR PROJECT PRE-APPROVAL OR TO REDUCE
REGULATORY LAG?

A. Yes. Arizona-American has successfully utilized the Commission’s ACRM procedure to
begin earlier the recovery of over $45 million in new arsenic-treatment facilities, all of
which have entered service within the last year. In its Paradise Valley Water District, the
Commission included post-test-year plant in rate base and approved innovative
conservation and public-safety surcharges to fund approximately $15 million in new fire-

flow investment.

\% NEW LOW INCOME PROGRAM
Q. WHY IS ARIZONA-AMERICAN SUGGESTING THAT A NEW LOW INCOME

PROGRAM MIGHT BE APPROPRIATE IN ITS SUN CITY WATER DISTRICT?
A. We are suggesting a new program because the earlier Commission-approved low-income
program was flawed and never implemented. In Decision No. 67093 (dated June 30,
2004, at page 48, lines 13-25), the Commission approved a low-income program for the
Sun City Water District that permitted a waiver of the “CAP” surcharge for those
residential customers on a 5/8 inch and % inch meters with incomes below 150 percent of

the federal poverty guidelines.
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This low income program was not implemented. The CAP surcharge, officially known
as the “Groundwater Savings Fee (GFS-1 tariff)” for residential customers is a modest
$1.08 per month, hardly a significant amount for a low income person qualifying for the
program. | suspect Arizona-American had anticipated this surcharge increasing
significantly as a result of a proposed project known as the groundwater savings pipeline
project. To this date, construction of the groundwater savings project — a pipeline project
— remains highly uncertain, so that waiving the surcharge would be unlikely to provide
any material benefit, now or for the foreseeable future. Yet, we are concerned about the
impact of higher water rates on elderly residents in Sun City District and elsewhere and
wish to now disentangle the low income program from the CAP surcharge. Ata

minimum, we request the Commission terminate the existing program.

Q. IF THE COMMISSION DECIDED TO IMPLEMENT A NEW LOW-INCOME

PROGRAM, WHAT SHOULD BE THE KEY FEATURES?

A. I recommend that the program provide a much larger, say, 75% discount on the monthly

basic service charge for eligible customers up to the first 1,000 customers to enroll in the
program. To be eligible, the customer of record must be 65 years of age or older, have
income less than 150% of the federal poverty level, and not have a water meter larger
than one inch. The name of record on the account must be the same as the person for
which income is verified. The last two requirements will ensure that the program does
not apply to condo or homeowner associations. The Sun City District has several
thousand water accounts in the name of homeowner or condominium associations. The
water bills are sent to the associations and the costs are recovered as dues from owners
only after they are combined with many other costs (e.g., lawn service, community pool
service, etc). The effect of the water discount would be diluted for the qualifying
individual if spread across an association’s members. In any event, the majority of a

homeowner/condo association’s owners would not be eligible.
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Q.

WHY ARE YOU HESITANT TO PROPOSE THIS NEW LOW-INCOME
PROGRAM?

I am hesitant because I am not familiar with the previous case history, which resulted in
the creation of the never-implemented low income program. I also am concerned that
other communities we serve (e.g., Havasu and Mohave Districts) may be more deserving
of a low income program. The water rates in Sun City — even after the rate increase —

will still be relatively low and should not burden household income in any official sense.

The federal guidelines for 2006 for poverty are $13,200 annual income for a two-person
household. This is equivalent to a $1,100 per month. The average proposed residential
monthly bill is $17.78 or 1.6% burden on income assuming that such a household uses
the average amount of water. For a two-person household with 150% of the annual
income guideline, the burden is 1.1%. This compares to a federal affordability guideline

for water of 2.5%.

WHAT ARE OTHER PROGRAM DETAILS, JUSTIFICATIONS, AND COSTS?
If the Commission and interested parties wish to review a low income proposal from
Arizona-American, based on the key features described above, we can later submit
rebuttal testimony by Ms. Cindy Datig, Executive Director, Dollar Energy, a low income

administrator for American Water’s low income programs in other states.

HOW WOULD ARIZONA-AMERICAN PROPOSE TO RECOVER THE COSTS
OF THE LOW INCOME PROGRAM?
The tariff discounts and program costs would need to be recovered from other Sun City

District customers.
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V1
Q.

vl

IMPUTED CONTRIBUTIONS & ADVANCES

PLEASE DISCUSS THE ADJUSTMENTS TO REFLECT IMPUTED ADVANCES
AND CONTRIBUTIONS REFLECTED ON SCHEDULE B-1 RATE BASE AND
SCHEDULE C-2.

Decision No. 63584 (April 24, 2001) adopted a settlement agreement which requires the
imputation of advances in aid of construction (“AIAC”) and contributions in aid of
construction (“CIAC”) in future rate proceedings applicable to the former Citizens
Districts. This is the same settlement discussed at length in the recent Mohave rate case.
Both Staff and RUCO honored the settlement, although with very conservative
interpretations, for ratemaking purposes in the Mohave District. The method I have used
to calculate recovery in this case is identical to the Staff and RUCO positions accepted by

Arizona-American in the course of the Mohave case.

For the Sun City Water District, the Company has identified the balances of AIAC and
CIAC and calculated the amortizations through the end of the test year in adjustments
TMB-5 and TMB-6. The associated expense amortization of the imputed CIAC for the
test year for Sun City Water is $112,708 and is included as a pro forma adjustment to

depreciation expense on line 10 of income statement adjustment JMR-10, Schedule C-2.

OTHER ISSUES

WHAT IS YOUR RATE CASE EXPENSE FOR THIS PROCEEDING?

I request $150,000. This estimate is considerably lower than our other recent rate cases
because I continue to develop the internal expertise to displace use of external experts. In
this case, the cost of capital and rate design testimony is provided by our internal expert
witness, Mr. Joel Reiker. The Company is not submitting a new cost of service study as

the previous case’s study can be relied upon.
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Q.

WHAT PROPERTY TAX ASSESSMENT RATIO IS USED IN CALCULATING
THE REVENUE REQUIREMENT ASSOCIATED WITH PROPERTY TAXES?
Line 14 of income adjustment JMR-9 relies upon a 2008 property tax assessment ratio of
23.5% as per state law established in H.B 2779. The rate for the test year is 24.5%. We
reached two years past the test use and used the lower 2008 ratio in the continuing hopes
of demonstrating our willingness to pass along savings to customers from reduced
property tax assessment ratios to encourage even more dramatic property tax relief in the

future.

WHAT IS THE CURRENT STATUS OF THE GROUNDWATER SAVINGS
PROJECT?

The groundwater savings project is a multi-mile, multi-million dollar project proposed to
bring raw CAP water to Sun City (and elsewhere) for use on golf courses, etc. to reduce
the use of groundwater. The project has been under consideration for many years and its
schedule was impacted by litigation over the project’s earlier approval by the Sun City
Recreation Centers. Because of this delay, earlier cost estimates and, perhaps, the
planned routing of the pipeline are out-of-date given growth patterns in recent years. Due
to concerns about cost increases from the original year 2000 project cost estimates, the
Company, along with the Recreation Centers of Sun City, the Recreation Centers of Sun
City West, and Briarwood Country Club tentatively agreed on a cost-sharing arrangement
to pay for an updated study on the Groundwater Savings Project. This study will update
the cost estimate and identify potential right-of-way issues related to the Project. The
updated study will take approximately six months to complete and is expected to be
finished by the end of 2007. The project is not presently included in Arizona-American’s

5-year capital expenditure program for 2007-2011.

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS CASE?
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A. Yes.




SUN CITY DISTRICT FIRE FLOW IMPROVEMENTS
PHASING AS PER TESTIMONY OF BRIAN K. BIESEMEYER

TRANSLATION OF 2004 CAPITAL DOLLARS TO YEAR PROJECT IS CONSTRUCTED:

EXHBIT TMB-1
Page 1 of 1

10% ANNUAL INFLATION IN 2005 AND 2006 AND 6% ANNUAL INFLATION THEREAFTER

2004 $'S INFLATION FUTURE $'S

YEAR 0 AND 1= 2009 $690,960 1.4411294  $995,763
YEAR 2= 2010 $699,568 1.5275971 $1,068,658
YEAR 3= 2011 $702,934 1.6192529 $1,138,228
YEAR 4= 2012 $986,640 1.7164081 $1,693.477
TOTAL $3,080,102 $4,896,126

FORECASTED REVENUE REQUIREMENT USING FUTURE $'S:

2009 2010
ORIGINAL COST RATE BASE $995,763 $1,068,658
DEPRECIATION RATE 3.33% 3.33%
DEPRECIATION EXPENSE $33,159 $35,586
DEPRECIATION EXPENSE NET OF TAX $20,360 $21,850
RATE OF RETURN 0.0798 0.0798
REQUIRED OPERATING INCOME $79,462 $85,279
OPERATING INCOME DEFICIENCY $99,821  $107,129
GROSS REVENUE CONVERSION 1.6286 1.6286
REVENUE DEFICIENCY $162,569  $174,470

ADJUSTED TEST YEAR EXISTING REVENUES  $7,688,479 $7,688,479

FORECAST OF INCREASE IN PUBLIC SAFETY 8 21% 2.3%

2011
$1,138,228
3.33%
$37,903
$23,272
0.0798
$90,831
$114,103
1.6286
$185,828

$7,688,479

2.4%

2012
$1,693,477
3.33%
$56,393
$34,625
0.0798
$135,139
$169,765
1.6286
$276,479

$7,688,479

3.6%
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EXECUTIVE SUMMARY

In his direct testimony, Company witness Joel M. Reiker testifies as follows:

Arizona-American’s original cost rate base (“OCRB”) was calculated by establishing the balance
of utility plant in service (“UPIS”) at the end of the test year, December 2006, per the
Company’s books. These balances include amounts related to portions of the Company’s
Arizona, Central, and Eastern corporate offices. Typical rate base deductions (accumulated
depreciation, advances, etc.) and additions (working capital, etc.) were then calculated to arrive
at the actual end-of-test-year rate base. Finally, the Company made Rate Base Adjustments
JMR-1 through JMR-4, which reduce net plant by $321,931to the actual end-of-test-year rate
base to arrive at the adjusted end-of-test-year rate base of $25,961,898.

Total billed revenues at present rates for the test year were $7,583,627.65, compared to total per-
book adjusted revenues of $7,578,436.37. The unreconciled difference of $5,191 amounts to
0.0685% of per-book adjusted revenues.

Income statement adjustment JMR-1 adjusts booked revenues to reflect the 365 billing-days
from December 30th, 2005 to December 29th, 2006. Income statement adjustment JMR-2
adjusts booked revenues to remove any net unbilled (accrued) revenues remaining on the
Company’s books at the end of the test year. Income statement adjustment JMR-3 adjusts
booked revenues to correct a number of billing errors in which Sun City customers were billed
on the incorrect rate schedule. Income statement adjustment JMR-4 adjusts booked revenues to
remove any customer billing credits and goodwill adjustments.

Mr. Reiker then sponsors income statement adjustment JMR-7, to normalize income taxes,
adjustment JMR-8, to synchronize interest expense with rate base, adjustment JMR-9, to
normalize property taxes, adjustment JMR-10, to normalize depreciation expense, and
adjustment JMR-14, to adjust chemicals expense to reflect 12 months of the 2006 contract rate
for chemicals.

Arizona-American did not prepare a test year cost of service study for this case, and asks to have
the requirement for such a study waived. Arizona-American is not proposing any changes to the
current three-tier inverted-block rate design with residential break-over points at 4,000 gallons
and 18,000 gallons. This rate design was proposed by Staff and adopted by the Commission in
Decision 67093, and implemented in July 2004. The Company’s proposed rate design in this
case holds those break-over points constant, and maintains the existing base-to-volume, customer
class, and usage level revenue generation ratios.
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The Company’s proposed capital structure consists of 57.60 percent debt and 42.40 percent
equity. This is the ratemaking capital structure expected to exist after the Company’s $25
million September-2014 series note is called later this year.

Arizona-American proposes a 5.56 percent cost of debt, which reflects the weighted average cost
of Arizona-American’s notes and bonds as of December 2006, adjusted to reflect retirement of
the Company’s $25 million September-2014 series note, and the issuance of a new $10 million
note and an additional $6.45 million in long-term debt at an expected effective cost of 5.84
percent.

Based on the capital structure proposed in its application, the appropriate return on equity for
Arizona-American is 11.3%. This is based on the application of both the single-stage and multi-
stage discounted cash flow models, and the Capital Asset Pricing Model.
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L. INTRODUCTION

Q. PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS ADDRESS.

A. My name is Joel M. Reiker. Iam a Senior Regulatory Analyst employed by American
Water Works Service Company (“American Water”) in its Western Region. My business
address is 19820 North 7™ Street, Suite 201, Phoenix, Arizona 85024-1694. My
telephone number is (623) 445-2490.

Q. BRIEFLY DESCRIBE YOUR RESPONSIBILITIES WITH AMERICAN WATER.

A. In my capacity as Senior Regulatory Analyst with American Water, I am responsible for
the preparation of rate cases and other regulatory filings for our Western Region
subsidiaries. Our Western Region subsidiaries include Arizona-American Water
Company (“Arizona-American” or “Company”), California-American Water Company,
Hawaii-American Water Company, New Mexico-American Water Company, and Texas-
American Water Company.

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
PROFESSIONAL EXPERIENCE.

A. In 1998, I graduated cum laude from the Arizona State University School of

Management, receiving a Bachelor of Science degree in global business with a
specialization in financial management. My course of studies included classes in
corporate and international finance, investments, accounting, statistics, and economics.
From 1999 to 2005, I was employed by the Arizona Corporation Commission
(*“Commission”) as a Staff Rate Analyst in the Utilities Division. While at the
Commission, I provided recommendations regarding rate of return, mergers and

acquisitions, divestitures, and financings, and I occasionally acted as an arbitrator in
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IL.

disputes brought before the Utilities Division. I have attended various educational
programs and classes on public utility and regulatory issues, including the National
Association of Regulatory Utility Commissioners and the Institute of Public Utilities’
Regulatory Studies program at Michigan State University. I am a member of the Society
of Utility and Regulatory Financial Analysts, and I am a Certified Rate of Return
Analyst. I have participated and testified in numerous regulatory proceedings. Appendix

A contains a listing of my regulatory experience.

WHAT IS THE SCOPE OF YOUR TESTIMONY IN THIS CASE?

I address several issues and specific adjustments in this general rate case application for
Arizona-American’s Sun City Water District (“Sun City”), including the rate base and
associated adjustments, adjustments to various test year expenses, and Arizona-
American’s cost of capital. I also sponsor the Company’s H-schedules and proposed rate

design.

RATE BASE

HOW DID THE COMPANY ARRIVE AT ITS TEST YEAR ORIGINAL COST
RATE BASE SHOWN ON SCHEDULE B-1, LINE 24?

The original cost rate base (“OCRB”) was calculated by establishing the balance of utility
plant in service (“UPIS”) at the end of the test year, December 2006, per the Company’s
books. These balances include amounts related to portions of the Company’s Arizona,

Central, and Eastern corporate offices.

Typical rate base deductions (accumulated depreciation, advances, etc.) and additions
(working capital, etc.) were then calculated to arrive at the actual end-of-test-year rate

base shown in column [A], line 28 of Schedule B-2, page 1. Finally, the Company made
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II1.

various pro-forma adjustments to the actual end-of-test-year rate base to arrive at the

adjusted end-of-test-year rate base of $25,961,898.

A. Rate Base Adjustments

WHAT ARE RATE BASE ADJUSTMENTS JMR-1 THROUGH JMR-4 SHOWN
ON SCHEDULE B-2?

Rate Base Adjustments JMR-1 through JMR-4 adjust the December 2006 balance of
UPIS and accumulated depreciation to reflect the most recently approved amounts for
Sun City and the Arizona, Central, and Eastern corporate offices. The reconciliation of
these balances builds from the December 2001 amounts approved for Sun City and the
Eastern corporate office in Decision 67093 ! and the December 2004 amounts approved
for the Arizona and Central corporate offices in Decision 68858. In total, rate base

adjustments JMR-1 through JMR-4 reduce net plant by $321,931.

INCOME STATEMENT

A. Test Year Revenues

DID THE COMPANY VERIFY AND PROVE THE TEST YEAR REVENUES?
Yes. Schedule H-5 lists the number of bills by thousand-gallon block and the cumulative
consumption by rate block for each rate schedule. The number of prorated bills (bills
issued for periods shorter than 25 days and longer than 35 days) and related cumulative
consumption per rate block for each rate schedule is reported at the bottom of Schedule
H-5. It is necessary to report prorated bills and their cumulative consumption per rate
block separately, rather than including them in the bill count because the break-over

points for each rate block will vary depending upon the service period for each bill. To

' The Eastern corporate business unit did not exist in December 2001. Therefore, the implied approved balances of
UPIS and accumulated depreciation were $0, and $0, respectively.
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assist in verifying test year revenues, the Company will provide Staff with the database

used to develop Schedule H-5.

As shown on Schedule H-2, line 44, total billed revenues at present rates for the test year
were $7,583,627.65, compared to total per-book adjusted revenues of $7,578,436.37
shown on Schedule H-2, line 53, and Schedule C-1, column C, line 2. The unreconciled

difference of $5,191 amounts to 0.0685% of per-book adjusted revenues.

B. Revenue Adjustments

Q. WHAT IS INCOME STATEMENT ADJUSTMENT JMR-1 SHOWN ON PAGE 1,

COLUMN B, OF SCHEDULE C-2?

A. Income statement adjustment JMR-1, detailed on page 6 of Schedule B-2, adjusts booked

revenues to reflect the 365 billing-days from December 30™, 2005 to December 29",
2006. The Company’s 2006 fiscal year began on December 10", 2005 and ended on
December 29", 2006 (385 days). Therefore, in order to create a 365-day test year it was
necessary to remove from booked revenues any bills issued from December 10" to
December 29", 2005. The work paper listing all of the bills issued during the December
10" to December 29", 2005 time-period is entitled \Work Papers\Revenues\Bills
Removed.xls\, and will be provided to Staff. A similar adjustment was made to booked

expenses and is sponsored by Ms. Gutowski.

Q. WHAT IS INCOME STATEMENT ADJUSTMENT JMR-2 SHOWN ON PAGE 1,
COLUMN C, OF SCHEDULE C-2?

A. Income statement adjustment JMR-2, detailed on page 7 of Schedule C-2, adjusts booked
revenues to remove any net unbilled (accrued) revenues remaining on the Company’s

books at the end of the test year. Just as test year expenses should reflect twelve-monthly
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bills for power, purchased water, rent, etc., test year revenues should reflect twelve-

monthly bills for each customer, as reflected in a bill count.

Q. WHAT IS INCOME STATEMENT ADJUSTMENT JMR-3 SHOWN ON PAGE 1,
COLUMN D, OF SCHEDULE C-2?

A. Income statement adjustment JMR-3, detailed on page 8 of Schedule C2, adjusts booked
revenues to correct a number of billing errors in which Sun City customers were billed on
the incorrect rate schedule. As shown on page 8 of Schedule C-2, 18 residential bills
were billed on Agua Fria district rate schedules, six bills were billed on old (no longer
approved) Sun City Water schedules, and 330 bills were billed on Sun City West Water
district construction water rate schedules. All of these bills were re-billed on the
appropriate Sun City rate schedule in the Company’s bill count shown on Schedule H-5.
The work paper supporting this adjustment is entitled \Work Papers\Revenues\Billing

Error Correction.xIs\.

Q. WHAT IS INCOME STATEMENT ADJUSTMENT JMR-4, SHOWN ON PAGE 1,
COLUMN E, OF SCHEDULE C-2?

A. Income statement adjustment JMR-4, detailed on page 9 of Schedule C-2 adjusts booked
revenues to remove any customer billing credits and goodwill adjustments. These are
miscellaneous credits and goodwill adjustments provided to customers during the test
year and not reflected in the Company’s billing determinants. The documentation in

support of this adjustment is entitled \Work Papers\Revenues\Credits.pdf\.

C. Expense Adjustments

Q. ARE YOU SPONSORING ANY INCOME STATEMENT EXPENSE
ADJUSTMENTS IN THIS PROCEEDING?
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A.

IV.

Yes. I sponsor income statement adjustment JMR-7, to normalize income taxes,
adjustment JMR-8, to synchronize interest expense with rate base, adjustment JMR-9, to
normalize property taxes, adjustment JMR-10, to normalize depreciation expense, and
adjustment JMR-14, to adjust chemicals expense to reflect 12 months of the 2006

contract rate for chemicals.

RATE DESIGN

A. Cost of Service Study and Proposed Rate Design

DID THE COMPANY PREPARE A TEST YEAR COST OF SERVICE STUDY IN
THIS CASE?

No. The Company did not prepare a test year cost of service study for this case, and asks
to have the requirement for such a study waived. Arizona-American is not proposing any
changes to the current three-tier inverted-block rate design with residential break-over
points at 4,000 gallons and 18,000 gallons. This rate design was proposed by Staff and
adopted by the Commission in Decision 67093, and implemented in July 2004. The
Company’s proposed rate design in this case holds those break-over points constant, and
maintains the existing base-to-volume, customer class, and usage level revenue

generation ratios.

WAS A COST OF SERVICE STUDY PREPARED IN THE PREVIOUS CASE?
Yes. A cost of service study was prepared in the previous case which was based on a
2001 test year, although I am unaware of the extent to which it was relied upon in
developing the rates ultimately approved by the Commission in that case. Ihave attached

that cost of service study to my testimony as Exhibit JMR-1. To the extent Staff and the
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Commission would require a cost of service study in this case; the Company requests that

Exhibit JMR-1 serve as the Company’s current cost of service study.

HOW DID YOU DETERMINE THE PROPOSED REVENUE INCREASES FOR
THE VARIOUS CLASSES SHOWN ON SCHEDULE H-3?

As stated above, I applied the existing rate design break-over points for each customer
class. When determining the base and volumetric charges, I attempted to maintain as
closely as possible the existing base-to-volume, customer class, and usage level revenue

generation ratios. Table 1 below presents the proposed rate design:

Table 1

Current  Proposed Current  Proposed

Base Base Volume  Volume
Rate Class Usage Block  Charge Charge Increase  Charge Charge Increase
Residential 5/8 & 3/4” First 4,000 $6.33 $8.20 $1.87 $0.720 $0.935 $0.215
Next 14,000 $1.100 $1.428 $0.328
Over 18,000 $1.316 $1.710 $0.394
Residential 17 First 60,000 $16.40 $20.50 $4.10 $1.100 $1.428 $0.328
Over 60,000 $1.316 $1.710 $0.394
Residential 1 1/27 First 125,000 $33.77 $41.00 $7.23 $1.100 $1.428 $0.328
Over 125,000 $1.316 $1.710 $0.394
Residential 27 First 190,000 $51.14 $65.60 $14.46 $1.100 $1.428 $0.328
Over 190,000 $1.316 $1.710 $0.394
Commercial 5/8 & 3/4” First 18,000 $6.33 $8.20 $1.87 $1.100 $1.428 $0.328
Over 18,000 $1.316 $1.710 $0.394
Commercial 17 First 60,000 $16.40 $20.50 $4.10 $1.100 $1.428 $0.328
Over 60,000 $1.316 $1.710 $0.394
Commercial 1 1/2” First 125,000 $33.77 $41.00 $7.23 $1.100 $1.428 $0.328
Over 125,000 $1.316 $1.710 $0.394
Commercial 2” First 190,000 $51.14 $65.60 $14.46 $1.100 $1.428 $0.328
Over 190,000 $1.316 $1.710 $0.394

APPLICATION?

V. COST OF CAPITAL
A. Capital Structure
Q. WHAT CAPITAL STRUCTURE IS REFLECTED IN THE COMPANY"’S
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A,

As shown on page 3 of Schedule D-1, the rates proposed in the Company’s application
reflect a capital structure consisting of 57.60 percent debt and 42.40 percent equity. This
is the ratemaking capital structure expected to exist after the Company’s $25 million
September-2014 series note is called later this year. To repay this note, the Company
will issue $10 million in new long-term debt and will receive a $15 million equity
investment from its shareholder. Arizona-American also plans to issue an additional
$6.45 million in long-term debt at that time to fund on-going capital projects. The
Company is currently authorized to issue an additional $6.45 million of long-term debt
under Decision 68994, and an application for approval of an additional $10 million in

long-term debt is currently pending before the Commission.

B. Cost of Debt
WHAT COST OF DEBT DOES ARIZONA-AMERICAN PROPOSE?

Arizona-American proposes a 5.56 percent cost of debt, shown on Schedule D-1, page 3.

HOW WAS THE PROPOSED COST OF DEBT DETERMINED?

The proposed cost of debt reflects the weighted average cost of Arizona-American’s
notes and bonds as of December 2006, adjusted to reflect the refinancing of the $25
million September-2014 series note with one new $10 million note and an additional
$6.45 million in long-term debt at an expected effective cost of 5.84 percent. This
represents the average yield on Aaa-rated and Baa-rated corporate bonds for the week

ending February 23, 2007, net of issuance costs.
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C. Return On Equity

Q. DEFINE THE TERM “COST OF EQUITY.”
A. A firm’s cost of equity is that rate of return equity investors expect to earn on their
investment given the risk of the firm. An investor’s expected return is equally defined as

the return on equity that she expects on other investments of similar risk.

Q. WHAT ROLE DOES THE COST OF EQUITY PLAY IN REGULATION?

A. Under cost of service regulation, rates charged by the utility should be set at the level at
which equity investors expect to earn their cost of capital.” While it has become
generally accepted that this goal is accomplished by merely setting the authorized ROE
equal to the best estimate of the cost of equity, this is not always the case.” Often times
the particular rate setting methodologies of a regulatory agency prevent utility investors
from expecting to earn their cost of capital - even though the authorized ROR is set equal
to the cost of capital. In such a case, investors do not have an opportunity to earn a fair

rate of return in the face of this “regulatory risk”.

Q. HOW IS RISK DEFINED?

A. Modern finance theory separates a firm’s risk into two categories; systematic risk and
unique risk. Systematic risk, also known as market risk, is defined as the sensitivity of an
investment’s returns to market returns. Systematic risk is the risk related to economy-
wide perils that threaten all businesses such as changes in interest rates, inflation, and

general business cycles. The most prevalent measure of systematic risk is “beta.” Beta is

2 This concept was set forth by Stewart C. Myers in 1972. See Myers, Stewart C. “The Application of Finance
Theory to Public Utility Rate Cases.” The Bell Journal of Economics and Management Science. Spring 1972. pp.
58-97.

* As Myers, together with Kolbe and Tye, later explained in 1993. See Kolbe, A. Lawrence, William B. Tye, &
Stewart C. Myers. Regulatory Risk: Economic Principles and Applications to Natural Gas Pipelines and Other
Industries. Kluwer Academic Publishers. 1993.
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the measurement of an investment’s systematic risk, and it reflects both the business risk

and financial risk of a firm.

Unique risk, or microeconomic risk, is risk that can be eliminated by portfolio
diversification, i.e. buying securities in portfolios. Unique risk is not measured by beta
nor does it factor into the cost of equity because it can be eliminated through simple
shareholder diversification. Unique risks are peculiar to an individual company or
investment project. Investors who hold diversified portfolios do not worry about unique
risk; therefore, it does not affect the cost of capital. Additionally, investors who choose
to be less than fully diversified cannot expect to be compensated for unique risk. This
distinction between systematic and unique risk has formed the foundation of financial

theory for approximately 50 years.*

Q. PLEASE DISTINGUISH BETWEEN BUSINESS RISK AND FINANCIAL RISK.

A. Business risk is the risk associated with the fluctuation in earnings before interest and

other fixed security obligations due to the basic nature of a firm’s business. To the extent
a firm’s earnings are affected by overall macroeconomic activity, its beta and cost of

equity will be affected.

Financial risk is the risk to shareholders caused by a firm’s reliance on debt financing.
When a firm uses debt to finance its assets; demand, operating costs, and earnings before
interest and taxes are generally not affected. However, the fixed interest obligation
associated with debt increases the uncertainty of after-interest earnings. Hence, beta

reflects both the [systematic] business risk and financial risk of the firm.

* Rubenstein, Mark. “Markowitz’s “Portfolio Selection”: A Fifty-Year Retrospective.” The Journal of Finance.
June 2002. pp. 1041 — 1045.
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Q.

WHAT IS THE RELATIONSHIP BETWEEN A FIRM’S CAPITAL STRUCTURE
AND FINANCIAL RISK?

A greater percentage of debt in the capital structure results in a higher level of financial
risk. As a firm increases its leverage (i.e. its financial risk), the cost of equity goes up

lockstep with beta, as shown in the diagram below:

Chart 1
The Effect of Debt on the Cost of Equity

20% -
18% 1
16% -
14% |

12%

Required Return

10%

8%

0% 5% 10% 15% 20% 25% 30% 35% 40% 45% 50% 55% 60% 65% 70% 75%
Debt Ratio

The above basic principle is set forth in the early chapters of just about any introductory

textbook on finance.

WHAT HAPPENS TO THE OVERALL RISK OF A COMPANY AS ITS DEBT
RATIO INCREASES?

Within a reasonable range of debt ratios, the overall risk of any company stays the same
as leverage increases. This is the equivalent of saying that the value of a pie is

independent of how it is sliced, and means that a company cannot lower its overall pre-
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tax opportunity cost of capital by simply increasing its debt ratio, and vice versa. The

leading graduate level textbook on corporate finance explains:

Financial leverage does not affect the risk or the expected return
on the firm’s assets, but it does push up the risk of the common
stock and lead the stockholders to demand a correspondingly
higher return...

When the firm changes its mix of debt and equity securities, the
risk and expected returns of these securities change... the
company cost of capital do[es] not change.” (Emphasis added)

This logical conclusion flows from the theory of efficient capital markets, or the Efficient
Markets Hypothesis — the theory inherent in the market-based models used to estimate

the cost of equity.

Q. WHEN ASSESSING THE LEVEL OF FINANCIAL RISK ASSOCIATED WITH

AN IN INVESTMENT, SHOULD ONE EXAMINE MARKET VALUES OR
BOOK VALUES?

A. Assessing the level of financial risk associated with an investment requires the
examination of the market values. The cost of equity is appropriately estimated from
market data. It is the market return investors require for purchasing shares of stock at
market prices, and it is the rate which compensates investors for accepting the financial
risk associated with an investment measured in terms of market value. I provide
additional explanation of why financial theory dictates the use of market values later of

my testimony.

* Brealey, 2000. pp. 228 — 232.
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Q.

WHAT MODELS DID YOU USE TO ESTIMATE ARIZONA-AMERICAN’S
COST OF EQUITY?
The cost of equity is a market return, so I used two market-based models: the discounted

cash flow (“DCF”) model and the capital asset pricing model (“CAPM”).

DID YOU APPLY THE DCF MODEL AND THE CAPM TO ARIZONA-
AMERICAN DIRECTLY?

No, I did not apply the models directly to Arizona-American because the Company does
not have publicly traded stock and I therefore lack the information necessary to apply the
market-based models. Further, any estimate of the cost of equity based on a single
company would likely contain a high degree of random error, rendering the estimate
unreliable. Fortunately, a company does not need to have publicly traded stock in order
to apply the market-based models. Investors discount the expected cash flows of all
securities in a particular risk class at exactly the same rate. Therefore, I applied the DCF
model and CAPM to publicly traded stocks of similar business risk to estimate the cost of
equity to those companies. Ithen examined the level of financial risk reflected in that
cost of equity estimate, and developed a “sliding scale” of equity cost estimates for water
utilities with varying levels of debt. Using the average of a sample group reduces the

effect of random errors and gives a more reliable estimate.

WHAT COMPANIES DID YOU SELECT AS PROXIES OR COMPARABLES
FOR ARIZONA-AMERICAN?

I selected the seven publicly-traded water utilities shown in Schedule JMR-2. These
companies represent all of the water utilities currently followed by The Value Line

Investment Survey (“Value Line”) and The Value Line Small and Mid Cap Edition
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(“Value Line Small Cap”) for which a sufficient number of years worth of data are
reported. These companies all operate in the regulated water utility industry, and can

therefore be assumed to have business risk similar to Arizona-American.

Q. ARE THE COMPANIES INCLUDED IN YOUR SAMPLE GROUPS SIMILAR
TO ARIZONA-AMERICAN IN TERMS OF FINANCIAL RISK?

A. No. While it is reasonable to assume that the water utility sample group has the same
business risk as Arizona-American, Schedule JMR-2 shows that sample group is, on
average, less risky than Arizona-American in terms of financial risk. Basic finance
theory tells us that if a sample group has similar business risk but less financial risk than
Arizona-American, then Arizona-American must have a higher cost of equity. Later in
my testimony, I explain how using a standard methodology, my initial estimate of the
cost of equity to the sample groups can be adjusted to reflect varying levels of financial

risk.

Q. PLEASE PROVIDE A BRIEF SUMMARY OF THE THEORY UPON WHICH
THE DCF METHOD OF ESTIMATING THE COST OF EQUITY IS BASED.

A. The DCF method of estimating the cost of equity is based upon the theory that the market
price of a stock is equal to the present value of all expected future dividends. Through a
mathematical restatement, the discount rate, or cost of capital, can be derived from the
expected dividend, the stock price, and a dividend growth rate. The formula is generally
applied to a sample of companies that exhibit similar risk to the company in question and

the resulting estimates for the discount rates (or costs of equity) are then averaged.
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Use of the DCF method for estimating the cost of equity capital to a public utility was
pioneered by Professor Myron Gordon in the 1960’s, and it has become the most widely

used model in utility rate cases.

Q. HOW DID YOU APPLY THE DCF MODEL?

A. [ applied the DCF model using two different approaches. My first approach used the
constant-growth DCF model. My second approach was to use a non-constant growth, or
multi-stage DCF. The advantage of the multi-stage DCF is that it does not assume that

dividends grow at a constant rate over time.

Q. WHAT IS THE CONSTANT-GROWTH DCF FORMULA USED IN YOUR
ANALYSIS?

A. The constant-growth DCF formula used in my analysis is:

Equation 1:
K = b +g
5
where K = the cost of equity
D, = the expected annual dividend
P, = the current stock price
g = the expected infinite annual growth rate of dividends

The constant-growth DCF model shown in Equation 1 assumes that a company has a
constant payout ratio and that its earnings are expected to grow at a constant rate. Thus,
if a stock has a market price of $10 per share, an expected annual dividend of $.50 per

share, and if its dividends were expected to grow 6 percent per year, then the cost of




N

10

11
12
13
14
15
16

17
18
19

20
21
22

DOCKET NO. W-01303A-07-_
Arizona-American Water Company
Direct Testimony of Joel M. Reiker
Page 16 of 35

equity to the company would be 11 percent (the 5 percent dividend yield plus the growth

rate of 6 percent per year).

Q. HOW DID YOU CALCULATE THE DIVIDEND YIELD COMPONENT (D,/Py)
OF THE CONSTANT-GROWTH DCF FORMULA?

A. I calculated the yield component of the DCF formula by multiplying the most recent
annualized dividend by one plus the growth factor (discussed below), and dividing that
product by the most recent stock price reported by Value Line. According to the efficient
markets hypothesis (the theory which underlies the DCF model), the most recent stock
price includes investors’ expectations of future returns and is the best indicator of these

expectations.

Q. HOW DID YOU ESTIMATE THE DIVIDEND GROWTH (g) COMPONENT OF
THE DCF MODEL?

A. The DCF model assumes that dividends, earnings, and book value grow at the same rate.
Therefore, I examined historical and projected growth in dividends per share (“DPS”),
earnings per share (“EPS”), and book value per share (“BVPS”). 1 also examined a

fourth indicator of expected dividend growth known as intrinsic growth.

Q. HOWDID YOU ESTIMATE HISTORICAL DPS, EPS, AND BVPS GROWTH?
A. [ estimated historical growth by calculating the average rate of growth in DPS, EPS, and

BVPS from 1995 to 2005.

Q. HOW DID YOU ESTIMATE PROJECTED DPS, EPS, AND BYPS GROWTH?
A. I calculated the geometric average annual rate of growth implied by Value Line’s

projection of DPS, EPS, and BVPS for the 2009 — 2011 period.
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Q.
A.

HOW DID YOU CALCULATE INTRINSIC GROWTH?
Intrinsic growth is the sum of the retention growth rate term, br, and the stock financing

growth rate term, vs. These terms are discussed below.

WHAT IS RETENTION GROWTH?

Retention growth is simply the product of the percentage of earnings retained by the
company (“retention ratio”) and the book/accounting return on equity. This concept is
based upon the theory that dividend growth can only be achieved if a company retains

and reinvests a portion of its earnings in itself to earn a return.

WHAT IS THE FORMULA FOR THE RETENTION GROWTH RATE?

The retention growth rate formula is:

Equation 2:
g=br
where : g = retention growth
b = the retention ratio (1 — dividend payout ratio)

the accounting/book return on common equity

F
I estimated retention (br) growth for the sample companies by averaging the retention
growth rate for the years 1996 to 2005. For projected growth, I used Value Line’s

projected retention (br) growth rate for the period 2009 -2011.

UNDER WHAT CIRCUMSTANCES IS THE br GROWTH RATE METHOD A
REASONABLE ESTIMATE OF FUTURE DIVIDEND GROWTH?
The br growth rate is a reasonable estimate of future dividend growth if the retention

ratio is fairly constant and if the company is expected to issue shares at prices equal to
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1 book value. The average retention ratio of the sample companies has remained relatively
2 stable over the past several years. However, the average market-to-book ratio of sample
3 companies indicates that they are not expected to issue future shares at prices equal to

4 book value (See Schedules JMR-14)

5 |Q. WHAT IS THE SECOND GROWTH TERM YOU USED TO ACCOUNT FOR

6 THE ASSUMPTION THAT INVESTORS DO NOT EXPECT THE SAMPLE

7 WATER UTILITIES TO ISSUE NEW SHARES AT PRICES EQUAL TO BOOK

8 VALUE?
9 |A. The second growth term, derived by Professor Myron Gordon in his 1974 book, The Cost

10 of Capital to a Public Utiliny®, is found by multiplying a variable, v, by another variable,
11 s. I will refer to the product of v and s as the vs, or stock financing growth term. The vs
12 growth term represents the company’s dividend growth through the sale of stock and is
13 required when the company is not expected to issue new shares at prices equal to book
14 value. Professor Gordon explains:

15 The assumption that a utility is expected to stock finance at the

16 rate s has implications for the measurement of £ [the cost of

17 equity]. The yield at which a share with continuous growth at the

18 rate g sells is [Equation 1], the current dividend yield plus the

19 expected rate of growth in the dividend. However, now g = br +

20 vs and not simply br.

8 Gordon, Myron J. The Cost of Capital to a Public Utility. MSU Public Utilities Studies, Michigan, 1974. pp 31-
35.
" Gordon, 1974. p. 33.
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Q. WHAT DOES THE VARIABLE v REPRESENT AND HOW IS IT

CALCULATED?
A. The variable v represents the fraction of the funds raised from common stock sales that

accrues to existing shareholders. It is calculated as follows:

Equation 3:

( book value ]
v = |- — ———

market value
For example, if a share of stock with a $10 book value is selling for $13, the v term
would equal .23 (calculated as 1-[$10/$13]). I have calculated v for the sample water

utilities to be .58.

Q. WHAT DOES THE VARIABLE s REPRESENT AND HOW IS IT
CALCULATED?

A. The variable s represents the expected rate of increase in common equity from stock
sales. For example, if a company has $100 in equity and it sells $10 of stock then s
would equal 10 percent ($10/$100). I used historical accounting data to calculate an

average s value for the sample water utilities (see Schedule JMR-13.)

Q. HOW DOES THE vs TERM WORK?

A. If a company issues new shares at a price higher than book value and v is positive when
new shares are sold, then the book value per share of outstanding stock is less than the
per share contributions of new shareholders. The per-share contribution in excess of
book value per share accrues to the old shareholders in the form of a higher book value.
The resulting higher book value leads to higher expected earnings and dividends. Thus,

the br growth term in the basic DCF model requires the vs growth term when the sample
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company is not expected to issue shares at book value. My estimate of vs growth is

shown on Schedule IMR-11.

Q. WHAT ARE THE RESULTS OF YOUR CONSTANT GROWTH DCF
ANALYSIS?

A. The results of my constant growth DCF analysis are summarized on Schedule JMR-4:

Table 1
Sample Group Dy/Py + g = k
Sample Water Utilities 2.7% 6.0% 8.8%
Q. WHAT IS THE MULTI-STAGE DCF FORMULA?
A. The multi-stage DCF formula is shown in the following equation:
Equation 4 :
P = Z - D, . D,(1+g,) 1
P (1+K) K-g, 1+K)
Where: F, = currentstock price
D, = dividends expected during stage 1
K = costofequity
n = yearsof non - constant growth
D, = dividend expected in year n
g, = constant rate of growth expected after year n

The multi-stage DCF model shown above incorporates at least two growth rates. It

assumes that investors expect a certain rate of non-constant dividend growth in the near
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term known as “stage-1 growth”, as well as a longer-term constant rate of growth known

as “stage-2 growth.”

HOW DID YOU IMPLEMENT THE MULTI-STAGE DCF MODEL?
I forecasted a stream of dividends and found the cost of equity that equates the present
value of the stream to the current stock price for each of the sample companies, consistent

with Equation 4.

HOW DID YOU CALCULATE STAGE-1 GROWTH?
I forecasted dividends four years out for each of the sample companies using the expected

annual dividend and Value Line’s projected DPS growth rate.

HOW DID YOU ESTIMATE STAGE-2 GROWTH?

For stage-2 growth, or constant growth, I used the rate of growth in gross domestic
product (“GDP”) from 1929 to 2005, which is 6.5 percent. Historical growth in GDP is
appropriate because it ultimately assumes that the water utility industry will neither grow

faster, nor slower, than the overall economy.

WHAT ARE THE RESULTS OF YOUR MULTI-STAGE DCF ANALYSIS?

The results of my multi-stage DCF analysis are shown on Schedule JMR-15 and the

following table:
Table 2
Multi-Stage DCF
Sample Group Estimate
Sample Water Utilities 9.1%
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Q. WHAT IS THE CAPITAL ASSET PRICING MODEL?

A. The CAPM is the best-known model of risk and return and by far the most popular
method of estimating the cost of equity among corporations. % The CAPM is the work of
Nobel prize-winning economists and provides a method to estimate the risk and expected
return on a risky asset. The model concludes that the expected return on a risky asset is
equal to the sum of the prevailing risk-free interest rate and the market risk premium
adjusted for the riskiness of the investment relative to the market. The critical
assumptions of the CAPM can be summed up in the following quote from the book, The

Stock Market: Theories and Evidence:’

The [CAPM] model presents a simple and intuitively appealing
picture of financial markets. All investors hold efficient
portfolios and all such portfolios move in perfect lockstep with
the market. Portfolios differ only in their sensitivity to the
market. Prices of all risky assets adjust so that their returns are
appropriate, in terms of the model, to their riskiness. This
riskiness is measured by a simple statistic, beta, which indicates
the sensitivity of the asset to market movements.

Q. WHAT IS THE CAPM FORMULA?

A. The CAPM formula is shown in the following equation:

8 According to a 2001 study published in the Journal of Financial Economics, among CFOs the CAPM is by far the
most popular method of estimating the cost of equity. For example, see Graham, John R., Campbel R. Harvey.
“The Theory and Practice of Corporate Finance: Evidence from the Field.” Journal of Financial Economics. 60
(2001) pp. 187-243.

? Lorie, James, Mary T. Hamilton. The Stock Market: Theories and Evidence. Richard D. Irwin, Inc. Homewood,
Illinois. 1973, p. 202.
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Equation 5:
K = R, +B(R,-R))
where : R, = risk free rate
R, = return on market
Jij = beta
R,—R, = market risk premium
K = expected return

Q. WHAT DO THESE VARIABLES REPRESENT?
A. K is the investors’ expected return on the security over the investment horizon and it is

conceptually equivalent to the K term in the DCF model.

Ryis the return on the risk-free asset over the investment horizon. A default-free U.S.

Treasury security is generally used as the proxy for the risk-free asset.

[ s an estimate of the security’s systematic risk expected over the investment horizon.

As discussed earlier, systematic risk is the only form of risk which is relevant to
estimating a company’s required return because all other risk can be eliminated through
diversification. Systematic risk can be thought of as the extent to which a security’s
returns are correlated with overall market returns (and the general economy). The
average-risk security has a beta of 1.0 by definition and its returns are perfectly correlated
with the market’s returns. A more risky security has a beta greater than 1.0, and a less

risky security has a beta less than 1.0.

R, — Ryis the expected market risk premium. The market risk premium entices investors

to invest in the market portfolio of risky securities instead of the lower yielding risk-free
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asset. The premium for investing in the market portfolio of risky assets is called the

market risk premium.

Q. HOW WAS THE CAPM IMPLEMENTED TO ESTIMATE ARIZONA-
AMERICAN’S COST OF EQUITY?
A. I implemented the CAPM on the same sample of companies to which I applied the DCF

model.

Q. WHAT RISK-FREE RATE OF INTEREST DID YOU ESTIMATE?
A. [ estimated the risk-free rate to be 4.7 percent (shown in Schedule JMR-18.) The
estimate is based upon an average of intermediate-term U.S. Treasury security constant

maturity rates published by the Federal Reserve (www.federalreserve.gov).

Q. WHAT IS YOUR ESTIMATE OF BETA () AND HOW DID YOU ESTIMATE
IT?

A. I estimated beta to be 0.86 for the sample water utilities.

Q. DID YOU ESTIMATE BETA DIRECTLY OR DID YOU RELY ON PUBLISHED
BETA ESTIMATES?

A. For my CAPM analysis, I relied on beta estimates published by Value Line. However,
my analysis is supplemented with my own beta estimates which indicate that Value Line
beta estimates significantly understate true systematic risk for water utilities. My beta

estimates are shown on schedule JMR-21.

Q. WHY DID YOU DEVELOP YOUR OWN BETA ESTIMATES AND HOW DID
YOU CALCULATE THEM?
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A.

I decided to develop my own beta estimates for water utilities after observing a steady
and significant increase in the water utility beta estimates published by Value Line over
the past several years. Value Line betas are estimated using five years of historical
market data, '° and are used to forecast systematic risk in a future period. This is
appropriate if beta is stable over time. However, if the systematic business-risk profile of
a particular industry changes, betas estimated using five years of historical market data,
such as those estimated by Value Line, can significantly under- or overstate the “true”
beta for that industry. Therefore, in developing my own beta estimates for water utilities

I examined historical market data for periods shorter than five years.

I estimated beta by “regressing” the sample companies’ stock returns (minus a risk-free
rate proxy) on the returns of the Standard & Poor’s 500 (S&P 500) stock index (minus a

risk-free rate proxy).

WHAT DOES REGRESSION MEAN AND WHAT SPECIFIC REGRESSION
PROCEDURES DID YOU USE?

Regression is a statistical procedure for finding a mathematical formula that best fits a set
of data, called observations. The pertinent data for betas include market portfolio returns,
company stock returns, and risk-free rates. I used S&P 500 stock index returns as a
proxy for the theoretical portfolio’s returns, denoted by R, in Equation 5. Both S&P 500
index and sample company stock returns are from Yahoo Finance. My risk-free rate

proxy data are from the Federal Reserve.

' Value Line calculates beta by regressing the log of weekly price relatives for a security on that of the New York
Stock Exchange Index over a period of five years, and are adjusted towards 1.02.
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[ used the standard ordinary least squares (“OLS”) regression technique to estimate beta.
OLS regression is the statistical process of selecting the straight line which minimizes the
sum of the squares of the distances between the line and the data points. In other words,
it is the statistical process of selecting the line of “best fit”. The slope of this line is beta
(/). My beta estimates and summary statistics for the sample water utilities are shown on

Schedule JIMR-21.

q. WHAT DOES YOUR REGRESSION ANALYSIS SHOW?

A. My regression analysis indicates that the systematic risk of water utilities has increased
significantly in recent years. Schedule JMR-20 shows non-overlapping 60-week
regression statistics for water utilities going back to January 1995. As shown on
Schedule JIMR-20, raw 60-week CAPM betas for the sample water utilities have

increased from approximately 0.30 to .040 just six years ago, to well over 1.00 currently:

Chart 2: 60 Week OLS Regression Betas 1996 to 2006
Sample Water Utilities

Mar-96

Jul-06
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However, for my CAPM analysis I have continued the Commission practice of relying on
beta estimates published by Value Line. This practice results in a conservative cost of
equity estimate in light of the evidence regarding the true value of water utility betas at

this time.

Q. WHAT IS YOUR ESTIMATE OF THE EXPECTED MARKET RISK PREMIUM?

A. My estimate for the market risk premium is 4.4 percent to 7.5 percent.

Q. HOW DID YOU CALCULATE THE EXPECTED MARKET RISK PREMIUM?
A. I used two approaches. My first approach is an estimate of the historical market risk

premium. My second approach is an estimate of the current market risk premium.

For my first approach, I assumed the average historical market risk premium is a
reasonable estimate of the expected market risk premium. If one consistently uses the
long-run average market risk premium to estimate the expected market risk premium, one

should, on average, be correct.

I used the historical intermediate-term market risk premium published in Ibbotson
Associates’ Stocks, Bonds, Bills and Inflation 2006 Yearbook for the 80-year period from
1926 to 2005. Ibbotson Associates’ calculation is the arithmetic average difference
between S&P 500 returns and intermediate-term government bond income returns. The
80-year period is used to eliminate shorter-term biases while at the same time including
unexpected past events including business cycles. My market risk premium estimate

using this approach is 7.5 percent.

My second approach essentially boils down to inserting a DCF-derived ROE into the

CAPM equation, along with a beta and long-term risk-free rate, and solving the CAPM
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equation for the implied market risk premium. Value Line projects the expected dividend
yield (next 12 months) and growth for all dividend-paying stocks under its review. From
February 2™ to March 2", 2007, the average expected dividend yield (next 12 months)
for all dividend paying stocks under Value Line’s review was 1.6 percent and the average
expected annual growth in share price was 7.59 percent (see Schedules JMR-22).
Therefore, the constant-growth DCF estimate of the cost of equity to all dividend-paying
stocks followed by Value Line is 9.19 percent. Using a beta of 1.00 and the current long-
term risk-free rate of 4.80 percent, the implied current market risk premium is 4.4

)
percent.

Q. WHAT ARE THE RESULTS OF YOUR CAPM ANALYSIS?
A. The results of my CAPM analysis are shown in Schedules JMR-17. My CAPM cost of

equity estimate is:

Table 4
CAPM
Sample Group Estimate
Sample Water Utilities 9.8%

'1'9.19% = 4.80% + 1.00 x (current market risk premium); 4.39% = current market risk premium.
A long-term rate is used here because the constant-growth DCF model does not assume a holding period other than
infinity. Therefore, a long-term risk-free rate is used for consistency.
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Q.

ARE YOUR DCF AND CAPM ESTIMATES APPLICABLE TO ALL WATER
UTILITIES?

No. My DCF and CAPM results are merely estimates of the return a typical investor
requires for purchasing a share of stock in the average water utility, capitalized in terms
of market value with approximately 30 percent debt/fixed-interest obligations, and 70
percent equity. It would be inappropriate to apply these initiéi estimates to a water utility

with an entirely different financial risk profile.

As discussed earlier in my testimony, basic finance theory says that if two companies are
similar in terms of business risk, investors require a higher return for investing in the firm
that has more debt, and vice versa. The fact that debt increases the risk and required
return on equity makes examination of the relative difference in the capital structures of
the sample group and subject company, and adjustment of the cost of equity, just as

important as the selection of the original sample itself. Dr. Kolbe, et al. explains:

The importance of debt for estimating the cost of equity capital in
regulatory hearings is that the degree of leverage must be
considered in applying the estimated cost of capital from another
firm or industry to the regulated firm.'?

WHY DO YOU EXAMINE THE CAPITAL STRUCTURES OF THE SAMPLE
GROUP IN TERMS OF MARKET VALUES RATHER THAN BOOK VALUES?
The DCF model and CAPM are market-based models. All of the market data employed
in the DCF model and CAPM are based on market values. For example, investors pay
market prices for shares of stock in the sample water utilities, not book prices. Finance

theory dictates the use of market values because the level of financial risk associated with

"2 Kolbe. 1984. p. 146.
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an investment in the common equity of the sample water utilities depends on the market

values of the sample water utilities’ debt and equity. 13

Q. CAN YOU PROVIDE AN EXAMPLE OF WHY THIS IS TRUE?
The easiest way to explain this concept is to use an example of a home mortgage.
Assume that you purchase a home for $100,000 by making a $50,000 down payment and
taking out a mortgage for $50,000. You now owe your lender $50,000 regardless of
whether the market price of your home rises or falls, and your $50,000 equity investment
bears all of the risk of changing home prices. In this case, the risk associated with your
equity investment is double what it would have been had you paid $100,000 cash and
financed the home with 100 percent equity. For instance, a 10 percent rise or fall in
home prices constitutes a return on equity, or ROE, of plus or minus 20 percent ([+10% x
$100,000] + [$50,000]). To illustrate the effect of debt on the ROE, assume that you took
out an $80,000 mortgage and only put down $20,000 cash. In this case, a 10 percent rise
or fall in home prices constitutes a return on equity, or ROE, of plus or minus 50 percent
([£10% x $100,000] + [$20,000]). The point of this example is that the variability of the
ROE increases as the proportion of debt in the capital structure increases, and the

variability depends on the market values of the debt and equity.

To illustrate the irrelevance of book values, assume that you bought your home 10 years
ago for $100,000 by making a $10,000 down payment and taking out a $90,000
mortgage. Also assume that the balance of your mortgage is now $75,000, meaning that

you now have $25,000 in book equity ($100,000 - $75,000).'* Assume further that your

1 At this time the market value of debt is at or very near its book value. My analysis therefore assumes a market-to-
book ratio for debt of 1.0.
" For simplicity the example ignores book depreciation and assumes interest rates have remained unchanged.
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home is worth $400,000 today, but tomorrow housing prices drop by 10 percent. This
amounts to a drop in the price of your home of $40,000 ($400,000 x 10%). Certainly this
drop in housing prices, while significant, doesn’t wipe out your $25,000 in book equity
and force you into bankruptcy. This is because your real equity is based on the market
value of your home, and is $325,000 ($400,000 - $75,000). Thus, your actual ROE is
(negative) -12.31 percent (-$40,000 +~ $325,000), and not (negative) -160.00 percent (-
$40,000 + $25,000)."

Q. IS THE USE OF MARKET VALUE CAPITAL STRUCTURES TO EXAMINE
THE LEVEL OF FINANCIAL RISK ASSOCIATED WITH THE SAMPLE
GROUP INCONSISTENT WITH THE USE OF A BOOK VALUE RATE BASE
AND REGULATORY CAPITAL STRUCTURE FOR ARIZONA-AMERICAN
WATER?

A. No. The cost of equity is a market return, defined in terms of anticipated dividends and

capital gains relative to market prices, and as such, is appropriately estimated using
market-based models such as the DCF model and CAPM. Once the average market cost
of equity to a sample group with similar business risk has been estimated, one must asses
the level of financial risk reflected in that estimate. That level of financial risk depends
on the market-value capital structures of the sample companies. If the average market
value capital structure of the sample is similar to the regulatory capital structure of the
subject utility, then no adjustment is required. In this case, had the average market value

capital structure of the sample group equaled Arizona-American’s regulatory capital

'* Credit for this example belongs to Dr. Kolbe and the Brattle Group. See The Effect of Debt on the Cost of Equity
In a Regulatory Setting. Prepared by the Brattle Group for the Edison Electric Institute. January 2005.




2N

AN W

10
11
12
13
14
15
16

DOCKET NO. W-01303A-07-__
Arizona-American Water Company
Direct Testimony of Joel M. Reiker
Page 32 of 35

structure, my initial estimate DCF and CAPM estimates would have been significantly

higher, and no adjustment would be required. In this respect, there is no inconsistency.

Q. IS THERE A METHOD BY WHICH THE EFFECT OF ARIZONA AMERICAN’S
CAPITAL STRUCTURE ON ITS COST OF EQUITY CAN BE ESTIMATED?

A. Yes. The effect of debt on a company’s cost of equity can be estimated using the well-
known methodology developed by Professor Robert Hamada of the University of
Chicago, which incorporates capital structure theory with the CAPM. The Hamada

methodology is used to “unlever” and “relever” beta, as mentioned previously.

Q. PLEASE DESCRIBE THE METHODOLOGY.

A. The Hamada methodology estimates the effect a company’s capital structure has on its
cost of equity by adjusting beta to reflect an increase or decrease in leverage. We already
know the average debt and equity ratios and beta for the sample water utilities.
Therefore, if we remove from the sample water utilities’ beta that portion of risk related
to the use of debt, we can estimate what the average beta would be if it were financed
entirely with equity capital. As mentioned previously, this is known as the “unlevered”

beta.'® The following equation is used to estimate the unlevered beta:

'® Unlevered betas are discussed in numerous textbooks on investments and corporate finance. For example see
Brealey, Richard, Stewart Myers. Principles of Corporate Finance. 6" ed. pp. 554 — 555. Brealey, Richard.
Stewart C. Myers w/ the Brattle Group. Corporate Finance: Capital Investment and Valuation, pp. 194 —195.
Weston, J. Fred. Thomas E. Copeland. Managerial Finance. 8" ed. pp. 613 —616. Damadoran, Aswath,
Damadoran on Valuation: Security Analysis for Investment and Corporate Finance. pp. 31 —33. Pratt, Shannon P.
Cost of Capital: Estimation and Applications. pp. 83 —87. Copeland, Tom, Tim Koller & Jack Murrin.

Valuation: Measuring and Managing the Value of Companies. pp. 262 —265. Ibbotson Associates. Stocks,
Bonds, Bills, and Inflation Valuation Edition 2004 Yearbook. pp. 117 -118.
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Equation 6:
_ B,
ﬂUL - )
1+ DC+EC(1-1)
Where :
B, = unlevered beta
B, =levered beta

DC = debt capital
EC =equity capital

4 = tax rate

Q. DID YOU CALCULATE AN UNLEVERED BETA FOR THE SAMPLE WATER
UTILITIES?

A. Yes. Schedule JMR-23 shows how I calculated the unlevered beta for the sample water
utilities. The average beta of the sample water utilities decreases from 0.86 to 0.67 with
the removal of all risk related to the use of debt. Therefore, a beta of 0.67 represents
investors’ perceptions of the business risks associated with the sample water utilities.
Additionally, 0.67 represents what the sample water utilities’ average beta would be if

they were financed entirely with equity.

Q. IS THERE A METHOD BY WHICH THE UNLEVERED BETA CAN BE
“RELEVERED” USING A BROAD RANGE OF CAPITAL STRUCTURES?

A. Yes. The unlevered beta discussed above can be relevered using any capital structure
within a reasonable range. Schedule JMR-25 shows the relevered beta at capital

structures ranging from 25 percent to 75 percent debt.

Q. CAN THE CAPM BE USED TO ESTIMATE THE COST OF EQUTIY ACROSS
THIS RANGE?
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A. Yes. Once the range of relevered betas has been determined, the CAPM can be used to
estimate the cost of equity across this range. As shown on Schedule JMR-24, I have
calculated the CAPM market risk premium (MR,) that is implied by the average of my
initial DCF and CAPM estimates. This estimate is 5.4 percent. As shown on Schedule
JMR-25, using this range of relevered betas, the implied market risk premium, and the
current risk-free rate, a range of equity cost estimates ranging from 9.0 percent for a 25
percent-debt water utility, to 14.8 percent for a 75 percent-debt water utility are

presented.

Q. WHAT ROE IS THE COMPANY REQUESTING IN THIS CASE?

A. Schedule D-1, page 3 of the Company’s application reflects an 11.3 percent ROE.
However, an ROE is meaningless without knowing the level of financial risk it reflects.
Fifty years of financial research (including that of Nobel Laureates) have given us the
tools to estimate required returns, and the Company only asks that those tools be used.
Therefore, we would accept any ROE given it is reflective of the capital structure that is
applied. It is for this reason that I have prepared Schedule JMR-1, which provides the
cost of equity and corresponding weighted average cost of capital across a broad range of

capital structures.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A, Yes, it does.
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Jurisdiction Company Name(s)

Arizona Ajo Improvement Co. - Electric
Arizona Alitel

Arizona Anway Manville Water

Arizona Arizona Public Service

Arizona Arizona Public Service

Arizona Arizona Public Service

Arizona Arizona Water Company

Arizona Arizona Water Company

Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Arizona American Water Company
Arizona Avra Water Co-op

Arizona Bella Vista Water

Arizona Bella Vista Water

Arizona Black Mountain Gas

Appendix A

Relevant Regulatory Experience

Case No.

E-01025A-99-0564
T-03285A-00-0874
W-03233A-99-0360
E-01345A-03-0437
E-01345A-01-0878
E-01345A-02-0125
W-01445A-00-0962
W-01445A-02-0619
WS-01303A-02-0867
W-01303A-01-0983

W-01303A-05-0405

W-01303A-05-0718

WS-01303A-06-0014

WS-01303A-06-0491

W-01303A-05-0280 et al.

W-01303A-05-0280 et al.

W-01303A-05-0280 et al.

W-01303A-05-0280 et al.

W-02126A-00-0269
W-02465A-01-0776
W-02465A-99-0466
G-03703A-0283

Type of
Proceeding
Cost of Capital
Sale of Assets
Financing
Cost of Capital
Financing
Financing
Cost of Capital
Cost of Capital
Cost of Capital
Restructure of
Holding Co.
Rates
(Paradise
Valley)
Financing
(White Tanks)
Rates (Mohave
Water/Mohave
Wastewater)
Rates (Sun City
Wastewater/Su
n City West
Wastewater)
Arsenic Cost
Recovery
Mechanism -
Havasu
Arsenic Cost
Recovery
Mechanism -
Agua Fria
Arsenic Cost
Recovery
Mechanism -
Sun City West
Arsenic Cost
Recovery
Mechanism -
Paradise Valley
Rate of return
Cost of Capital
Financing
Cost of Capital




DOCKET NO. WS-01303A-07-
Arizona-American Water Company
Direct Testimony of Joel M. Reiker

Page 2 of 3

Arizona
Arizona

Arizona
Arizona
Arizona
Arizona

Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona
Arizona

Arizona
Arizona
Arizona
Arizona
Arizona

Arizona
Arizona

Arizona
Arizona

Arizona
Arizona
Arizona

Black Mountain Gas

Black Mountain Gas/Northern States
Pwr.

BLT, Touch One, MCI

Continental Divide Electric Co-op
Eschelon Telecom

Gateway Technologies/T-NETIX
(COPT)

Gold Canyon Sewer Company
Golden Shores Water

Green Valley Water Co.

GST Net/Time Warner Telecom
Lago Del Oro Water Company
Litchfield Park Service Co.

Midvale Telephone

Mountain Pass Utility

Navopache Electric Co-op

New River Utility

North Mohave Valley Water
Picacho Sewer Co.

Picacho Water

Pine Water Company

Premiere Communications/Telecare
Qwest Communications

Ridgeview Utility

Rio Rico Utilities, inc.

SBC Telecom

Southwest Gas/Black Mountian Gas
Southwestern Telephone

Sulphur Springs Valley Electric Co-
op

Table Top Telephone

Teligent

Trico/AEPCO

Tucson Electric Power Company
Tucson Electric Power Company

Tucson Electric Power Company
UniSource Energy Corporation

Water Utility of Greater Buckeye
Winstar Wireless

Yucca Water Co.
Graham Co. Utilities Water
Mount Tipton

G-03703A-01-0263
G-03703A-99-0525

T-03394A-00-0881
E-01824A-00-0504
T-03406A-01-0270
T-02979B-99-0459

SW-02519A-00-0638
W-01815A-99-0390
W-02025A-01-0559
T-03943A-00-0782
W-01944E-00-0206
W-01427A-01-0487
T-02532A-00-0512
SW-03841A-01-0166
E-01787A-00-0820
W-01737A-01-0662
W-02259A-99-0295
SW-03709A-01-0165
W-03528A-01-0169
W-03512A-03-0279
T-02668-00-0787
T-01051B-03-0454
W-03861A-01-0167
WS-02676A-03-0434
T-03811A-00-0762
G-01551A-02-0425
T-01072B-00-0379
E-01575A-00-0629

T-02724A-99-0595
T-0336A-00-01521
E-01461A-00-0660
E-01933A-00-0550
E-01933A-99-0573

E-01933A-02-0276
E-04230A-03-0933

W-02451A-98-0326
T-03670A-00-0446

W-01937A-99-0260
G-02527-97-0407
W-02105A-01-0557

Appendix A
Relevant Regulatory Experience

Cost of Capital
Restructure of
Holding Co.
Merger

Sale of Assets
Financing
Merger

Cost of Capital
Financing
Cost of Capital
Sale of Assets
Financing
Cost of Capital
Cost of Capital
Financing
Financing
Cost of Capital
Financing
Financing
Financing

Cost of Capital
Sale of Assets
Cost of Capital
Financing

Cost of Capital
Waiver

Merger

Cost of Capital
Financing

Cost of Capital
Merger

Lease

Sale of Assets
Capital Lease
Amendment
Financing
Reorganization/
Merger
Financing
Encumbrance
of Assets
Financing
Financing
Financing
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Arizona Northern States Power/Black
Mountain Gas

Arizona Valley Pioneers Water Company

California California American Water Company

California California American Water Company

New Mexico New Mexico American Water
Company

G-03703A-00-0235

W-02033A-00-0696
A.06-01-005
A.07-01-036
05-00353-UT

Appendix A
Relevant Regulatory Experience

FUCO
Certification
Financing
Cost of Capital
Cost of Equity
Approval of
Special
Contract
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Arizona American - Sun City Water
Test Year Ended December 31, 2001
COMMODITY - DEMAND- METHOD FUNCTION FACTORS
Plant and Depreciation Expense Allocations

|
i

l_)_e;m_n_@ Commodity
0.90

Description Total Customer

Wells 1.00 ; 0.10

Pumps & Equipment 1.00 0.90 0.10

Distribution Mains 1.00 0.90 0.10

Customer _ 1.00 : 1.00
Services 1.00 : 1.00
Meters 1.00 : 1.00
Fire Hydrants 1.00 1.00
Transportation Equip. 1.00 0.25 0.75
Office Fumniture 1.00 . 1.00

Communication Equip. 1.00 0.25 0.75

Xi ff P . Ra or 5
Demand and Commaodity Allocation to Wells, Fumps and Equipment and

Distribution Mains would need to be changed to approximately match
ACC Staff's proposed monthly minimums and icommodity rates. The
match would be ACC Staff's Proposed Rates td Computed Monthly
Minimum and Commodity rate WITHOUT Equity returns and

Income Taxes. Match would be based on coft only.

Required Allocations:
Description Total Demand, Commodity Customer
Wells 1.00  (0.75) 1.75
Pumps & Equipment 1.00 (0.75) 1.75
Distribution Mains .00 (0.75) 1.75

Exhibit

Rebuttal Schedule G-7
Page 2

Witness: Kozoman
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Arizona American - Sun City Water
Test Year Ended December 31,2001

Cost of Service Study, Using Commaodity

mand Method

DEVELOPMENT OF ALLOCATION FACTORS

Labor Allocation Factors

Pumping Labor 34.04%
Meter Labor 13.99%
Customer Labor 51.97%
100.00%

—

Repairs and Maintenance Allocation Factors

13.54%

Repalrs and Maintenance Demand i
Repairs and Maintenance Pumping 42.92%
Repairs and Maintenance Mains 10.38%
Repairs and Maintenance Services 30.23%
Repairs and Maintenance Meters 0.36%
Repairs and Maintenance Customer 2.56%
100.0@2/_2_

Exhibit

Rebuttal Schedule 7
Page 2a

Witness: Kozoman

Computations shown on this work sheet are from pajge labeled asTrial Balance in this work book.
Allocation percentage were computed based on Expenses charged by Cltizens Utilities and

are then applied to ACC Staff expense amounts,



Meter Size
5/8" x 3/4"
3/4"

lll
1-1/2"
2ll
3 L)

4"

6"

8!!

10*
Totals

Meter
Size
5/8" x 3/4"
3/4"
1"
1-1/2"
2“

3 L]
4"
6"
8'!
10"
Totals

Meter
Size
5/8" x 3/4"
3/4"
1|l
1-1/2"
2"
Je
4"
6"

8"
10“

|
1
!

- Arizona American - Sun Cjty Water Exhibit
Test Year Ended December 31,2001 Rebuttal Schedule 7
Cost of Service Study, Using Commodity Demand Method Page 3
DEVELOPMENT OF CLASS ALLMHON FACTORS Witness: Kozoman
|
COMMODITY _ALLOCATION FACTOR ! N__FA
(a) Equivalent
(@) ? Number Number
Total Gallons  Percent i of Meters Equiv- of Meters  Percent
(in 1,000's) of { Meter and/or alent and/or of
InTestYear  Total ;o Slze i Weight  Services  Total
1,952,332 41.06% ! 5/8"x 3/4 19,499 1.0 19,499 50.33%
3,852 0.08% : 3/4" 28 1.5 42 0.11%
88,283 1.86% 1" 245 2.5 613 1.58%
1,353,160 28.46% 1-1/2" 1,612 5.0 8,060 20.80%
708,395 14.90% 2" 590 8.0 4,720 12.18%
66,508 1.40% 30 27 16.0 432 1.11%
71,427 1.50% 4" 60 25.0 1,500 3.87%
510,464 10.74% 6" 60 50.0 3,000 7.74%
.38 0.001% 8" 11 80.0 880 2.27%
- 0.000% 10" - 160.0 0 0.00%
4,754,460 100.00% Totals é& 38,746 100.00%
T R I F.
Percent Number Install- Weighted  Percent
Number of i Meter of ation Number of
of Meters Total § Size Services Cost Services Total
19,499 88.10% | 5/8" x 3/4 19,499 $ 355.00 6,922,145 83.75%
28 0.13% L 3/4" 28 355.00 9,940 0.12%
245 1.11% i 1" 245 405.00 99,225 1.20%
1,612 7.28% oot 1,612 435.00 701,220 8.48%
590 2.67% ' 2" 590 565.00 333,350 4.03%
27 0.12% | 3 27 750.00 20,250 0.25%
60 0.27% { 4" 60  1,090.00 65,400 0.79%
60 0.27% | 6" 60  1,600.00 96,000 1.16%
11 0.05% : 8" 11 1,600.00 17,600 0.21%
0 0.00% 10" 0 1,600.00 0 0.00%
22,132 100.00% Totals 22,132 8,265,130 100.00%
METER _ALLOCATION FACTOR (b)
Weighted  Percent
Number Meter Dollars of
of Meters Lost  of Meters | Total
19,499 $ 105.00 2,047,395 46.36%
28 105.00 2,940  0.07%
245 215.00 52,675/ ©  1.19%
1,612 42500 685,100, 15.51%
590  1,615.00 952,850/ 21.58%
27 2,170.00 58,590 1.33%
60 3,095.00 185,700 4.20%
60 6,070.00 364,200} 8.25%
11 6,070.00 66,770/  1.51%
0 6,070.00 0 0.00%
- 22,132 4,416,220) 100.00%

Totals

{a) Indudes customer and gallon sold annualization

(b) Meter and Service Line cost from Arizona Corporation Commission Memo of April 23, 2002

from Mardin Scott, Jr.. Meter costs based_ on Compaoury

d meters. Cost of service line and
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